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GOING VALUE IN CONNECTION WITH A PHYSICAL 
APPRAISAL IN A RATE CASE 

THE NEW YORK RULE 

f^OING value, as the term is used in connection with public 
\JT utilities, means, in general, the cost of building up the 
business, in addition to the necessary cash outlay for 
physical property and organization. It has been allowed by 
most of the commissions and courts of the country as an ele- 
ment to be included in the valuation of a property for the pur- 
pose of rate control, although for the most part it has not been 
clearly and precisely defined. It has been set forth perhaps 
most definitely in the state of New York, by the court of appeals 
in the Kings County Lighting Case. 1 The purpose of this paper 
is briefly to review " going value " under the New York rule, 
considering precisely what it is, how it should be calculated, 
and under what circumstances it should reasonably be allowed. 
For the purpose of this discussion, it may be well to distin- 
guish first between the different bases of valuation that might 
be used more or less satisfactorily in a rate case. We must 
remember that our task is not to determine the economic or 
commercial value of a property but to fix a valuation for the 
purpose of rate control. This fact is pointed out clearly by 
Justice Miller in the Kings County Lighting Case. The funda- 
mental consideration is that the valuation be fair or just to the 
company or the investors. Rates paid by the public for the 
service should be as low as possible, but they must be fair to 
the company. They must cover all operating expenses, includ- 
ing depreciation and taxes, and must bring a reasonable return 
on a fair valuation placed upon the investment. 

Since we have to do with valuation and not with economic 
value, we might use any one of the three following bases in 
determining the amount upon which a return should be allowed : 

1 210 N. Y. 479. 
463 
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(r) appraisal of the property at cost of reproduction, less 
accrued depreciation; (2) appraisal at actual cost less accrued 
depreciation; (3) sacrifice incurred by investors in behalf of 
the property, including their direct investment through the issue 
of securities and their indirect sacrifice due to reinvestment of 
earnings and deficiency in fair return on the direct investment 
or on the reinvestment of earnings. Various other bases might 
be used, but those just mentioned are perhaps the more reason- 
able and are the ones that receive the most consideration by the 
commissions and the courts. 

It should be emphasized that each of the above bases forms 
a distinct method of valuation by itself and might be used con- 
sistently as a valuation policy without reference to any other. 
The method that has been used most commonly in valuation is 
the first — physical appraisal at cost of reproduction, less accrued 
depreciation, which was followed and approved also in the 
Kings County Lighting Case. It has received the sanction of 
the Supreme Court of the United States and for the most part 
seems to form the valuation policy of the country. In its appli- 
cation to particular cases it has been variously modified with 
reference to other bases of valuation, as dictates of justice have 
seemed to demand. It is, nevertheless, an independent method 
and has no necessary logical connection with any other. Per- 
haps it should justly be modified under special circumstances, 
but as a method it is complete in itself. 

Going value, as defined by the New York court of appeals, is 
a category or element that belongs fundamentally not to basis 
number one, cost of reproduction less accrued depreciation, but 
to number three, actual cost or sacrifice incurred by investors. 
It is not a necessary cost to be included in a physical appraisal. 
If it is allowed, its inclusion must be justified on the grounds of 
justice and not on general principle followed in the valuation. 
In general, the court looks to the appraisal as the legal basis of 
valuation, and seems to approve the cost-of-reproduction method, 
but insists nevertheless that for the sake of justice allowance 
must be made for going value. 

The court defines going value in any case as 
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the amount equal to the deficiency of net earnings below a fair return 
on the actual investment due solely to the time and expenditures rea- 
sonably necessary and proper to the development of the business and 
property to its present stage , and not comprised in the valuation of 
the physical property. 

This formal definition is amplified by other expressions of the 
court, which may well be quoted : 

A public service corporation is entitled to a fair rate of return from the 
beginning of its investment and no more. If the shareholders have 
been deprived of a fair return on their investment because of the time 
and expense reasonably and properly required to build up the business, 
they have, to the extent of that deprivation, added to their original 
investment and are entitled to a return upon it. If, however, a fair 
return in addition to the expense of building up the business has been 
earned from the start, the public, not the shareholders, have paid the 
development expenses. We are dealing not with exchange values, 
but with the value upon which the company is entitled to earn a return. 
. . . The right to limit the corporation to a fair return fixed by 
public authority necessarily involves the correlative right in the corpora- 
tion to be assured of that fair return during all the time that its capital 
is employed in the public service. 

If, however, a company has received a fair return 

from the start, or if in later years it has received more than a fair 
return, the public would already have borne the expense of establishing 
the business in whole or in part, and to that extent the question of 
" going value " for the purpose of fixing a present rate would be elimi- 
nated ; for it must constantly be kept in mind in dealing with the prob- 
lem that the company is entitled to a fair return and no more. . . . 
If there was a fair return from the start, the corporation has received 
all it was entitled to, irrespective of how much of the earnings may 
have been diverted to the building up of the business. 

Briefly stated, going value is the accumulated deficiency in 
fair return on actual investment. The company has a right to 
such a fair return and no more. If this has been realized, there 
is no going value. If it has not been realized, then, if the defi- 
ciency is accumulated with reasonable compound interest, and 
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is added to the original investment on which future returns 
are allowed, the investors will clearly receive their just dues 
according to the principle laid down. The total valuation is 
then the actual cost or sacrifice incurred in behalf of the public 
service. This clearly is the valuation defined above as the 
third basis. It has, we may repeat, no necessary logical con- 
nection with a valuation fixed by physical appraisal according 
to basis number one. 

The precise method of determining the total deficiency in 
return is not made very clear by the court, and presumably is 
left to the discretion of the Public Service Commission. In 
calculating going value, the court suggests that 

obviously, the most satisfactory method is to show the actual experience 
of the company, the original investment, its earnings from the start, the 
time actually required and expenses incurred in building up the busi- 
ness, all expenditures not reflected by the present condition of the phys- 
ical property, the extent to which bad management or other causes 
prevented or depleted earnings, and any other facts bearing on the 
question, keeping in mind that the ultimate fact to be determined is 
not the amount of the expenditures, but the deficiency in the fair return 
to the investors due to the causes under consideration. . . . The fair 
return is to be computed on the actual investment, not on an over- 
issue of securities, and the failure to pay dividends to the investors 
must be due to the causes under consideration , not to an accumulation 
of a surplus or to expenditures for permanent additions or better- 
ments, which are included in the appraisal of the physical property; in 
other words, the actual net earnings are to be taken. 

These instructions, if they be such, leave one somewhat un- 
certain how to proceed with the calculation. They go no fur- 
ther than the definition : going value is deficiency in return ; it 
must be determined and added to the amount of the original 
investment. Upon this valuation, then, the company has a 
fundamental right to a fair return, and to no more. The calcu- 
lation may take one of two forms : ( i ) an analysis of the annual 
net earnings as compared with fair returns on the investment ; 
(2) an analysis of interest and dividends or money actually re- 
ceived by the investors. On the face of it the first method 
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may appear the more satisfactory, but it involves longer and 
more complicated calculations, and finally is equivalent to the 
second. The facts for the second can usually be readily ob- 
tained and presented in a clear tabulation. A six-column table 
may perhaps be used most conveniently; the first column 
should show the average direct investment year by year through 
the history of the company ; the second should show the fair 
return that should be realized year by year; the third, the 
amount of money actually taken by investors as interest and 
dividends ; the fourth, deficiency in return year by year ; the 
fifth, the accumulated deficiency year by year, compounded at 
a fair rate of interest ; and the sixth, the net total sacrifice or 
cost to investors at the close of each year. When the actual 
return for any year is greater than the fair return on the direct 
investment the deficiency is negative, or there is an excessive 
return, and the amount must be subtracted from the accu- 
mulated deficiency from previous years. If the accumulated 
deficiency becomes wholly extinguished, and if then excessive 
returns continue, the calculation in column five should be car- 
ried to a negative amount with compound-interest allowance, 
for subsequently the negative accumulation may again be coun- 
terbalanced by deficiencies in annual return. The final net 
figure in column five will show the total net deficiency to be 
added as going value to the original investment, or the net ex- 
cessive return, which logically should be deducted from the 
original investment to show the net sacrifice to the company. 

The above general statement may be made clearer by illus- 
tration. Suppose we take a five-year period, assuming a $100, 
000 direct investment through the issue of securities for the first 
year and $200,000 thereafter, and that the actual return or 
money taken from the business amounted year by year to $2000, 
$8000, $16,000, $22,000, and $28,000; and that the reason- 
able return is at the rate of eight per cent on actual investment. 
The calculation for going value and total sacrifice may then be 
stated as follows : 
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Column one shows year by year the money put into the busi- 
ness directly through the issue of securities ; column five shows 
the accumulated deficiency at the close of each year; and 
column six the net total cost or sacrifice at the close of each 
year. Suppose at the close of the fourth year there is a rate 
case. There is then direct investment, $200,000, and deficiency 
in return, $10,889.47, or n ^t cost or sacrifice to the investors 
$210,889.47. ^ rates for the future are fixed high enough to 
cover all operating expenses and to bring a reasonable return 
on this valuation, the investors will receive all that they are 
entitled to receive and no more. 

But in the ordinary rate case, as in the Kings County Light- 
ing Case, the valuation is fixed primarily not by the actual sac- 
rifice incurred by investors but by an appraisal of the physical 
property devoted to the service, on the basis of cost of repro- 
duction less accrued depreciation. Obviously, the result of 
such an appraisal has no direct relation to sacrifice incurred by 
investors ; it may be much greater or much smaller. Going 
value, as stated before, is fundamentally an element of cost or 
sacrifice to investors and not of a physical appraisal. The only 
way by which it may be allowed in an appraisal is, therefore, 
through an addition to the valuation on the grounds of justice. 

If, then, the primary basis of valuation is the physical ap- 
praisal at cost of reproduction less accrued depreciation, under 
what circumstances precisely shall an addition be made to the 
result of the appraisal because of deficiency in return? The 
court leaves this very important question unanswered, except 
by inference. There is the general rule that at any particular 
time a company has a right to a fair return on its property em- 
ployed in the public service, but also that it has had a right to 
earn a fair return on its actual investment and no more. Sup- 
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pose, then, in the primary actual cost calculation, a net defi- 
ciency in return is shown, shall this be added to the physical 
appraisal whatever the amount ? Or, the other way about, if 
the primary calculation shows no deficiency or reveals excessive 
returns, shall no addition be made to the appraisal for going 
value even though the valuation be much less than the net sac- 
rifice of the investors? 

If the physical appraisal is to be followed and if going value 
is still to be allowed, then, obviously, provision can be made 
only by comparing the results of the appraisal with the amount 
of the total sacrifice and by making such adjustments as may 
seem reasonable, under the general rules of justice laid down 
by the court. The following is, then, perhaps a fair interpre- 
tation of the court's view of going value as related to a physi- 
cal appraisal. The company in any event must be considered 
as having a right to a reasonable return on its actual sacrifice 
for the benefit of the public. If the physical appraisal results 
in a valuation equal to or in excess of such sacrifice, then no 
addition need be made for going value, although actually there 
had been a deficiency in return, for the valuation already pro- 
vides for a return that comprehends the total sacrifice made — 
which is all the company is entitled to receive. If, however, 
the appraisal shows an amount less than the sacrifice, then an 
addition must be made to bring the amount up to the sacrifice, on 
which the company is fundamentally entitled to a return. The 
addition, of course, may be greater or less than the amount of the 
deficiency in return shown in the actual cost calculation, but it 
is nevertheless better considered as going value. In general, 
going value as thus applied to a physical valuation is the differ- 
ence between the net actual sacrifice of the investors and the 
amount of the physical appraisal. This obviously is not the 
same as the going value which is shown in the primary actual 
cost or sacrifice calculation. The change in concept is due to 
the shift in basis of valuation — from actual cost, of which 
going value is primarily an element, to a physical appraisal, 
which fundamentally has nothing to do with going value. 

The above general statement of the treatment of going 
value in a physical appraisal may be made clearer by illustration. 
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Assume a direct investment through the issue of securities 
amounting to $500,000, and a deficiency in return as going 
value of $100,000, or a total sacrifice of $600,000. First, 
assume that because of investment of earnings and through 
increase in prices the physical appraisal of the property results 
in a valuation of $800,000. The question is, according to the 
New York rule, shall there be an addition to the $800,000 
physical appraisal for the $100,000 deficiency in return shown 
on the sacrifice basis of valuation ? The company would cer- 
tainly argue that the addition should be made, and the court 
has not met this question squarely. But the court holds that 
the company is entitled to a reasonable return on its investment 
and no more. If then, in this case, the physical appraisal 
gives a valuation $200,000 greater than that on which the 
company is entitled to receive a return according to the defini- 
tion of going value, it would seem absurd to add $100,000 to 
the appraisal. What reason or justice for the addition ? Com- 
paring the result of the appraisal with the total sacrifice for the 
public, we have already more than covered any past deficiency 
in return. 

Suppose, however, that with the investment and deficiency 
in return amounting to $600,000 as before, the physical ap- 
praisal shows a valuation of only $400,000. In this case, the 
court presumably would require an addition of $200,000 to 
the physical appraisal, although the going value in the primary 
actual cost calculation was only $100,000. The public should 
pay through the rates all operating expenses, including the 
complete maintenance of the property, and should pay a return 
on the investment. In this case, it has failed in its obligation 
to the extent of the deficiency in return and the impairment of 
the property. If the property was fairly managed the public 
must bear the loss. The company must be paid for its actual 
investment. Future rates must bring a fair return on the total 
sacrifice made for the benefit of the public. There must be an 
addition of $200,000 for going value, although there was only 
$100,000 of deficiency in return in the primary calculation. 

Further, suppose that in the calculation showing the investor's 
sacrifice no deficiency in return or going value appears, but 
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that on the contrary there is a substantial excessive return or 
negative going value. If under such circumstances the physical 
appraisal results in a figure equal to or exceeding the original 
investment through the issue of securities, no question of going 
value can, of course, be raised. But if the appraisal is less 
than the original investment — $400,000 as against $500,000 — 
then what adjustments should properly be made ? Shall the 
future return be based upon the full original sacrifice or upon 
the amount of the appraisal? Or shall the accumulated ex- 
cessive return be subtracted from the original investment, pro- 
vided that the net valuation be not less than the figure of the 
appraisal? The last would seem to be the more reasonable 
adjustment, for it would conserve the principle that the com- 
pany has a right to a reasonable return on its property, and at 
the same time would enforce to some extent the idea that a 
company has a right to a fair return on its actual investment, 
and no more. The court's rule gives no clear intimation how 
this situation should be treated. 

The question may be raised as to what effect accrued depre- 
ciation, or past provision for depreciation through operating 
expenses, has upon going value? So far as the primary calcu- 
lation is concerned, obviously the question of depreciation does 
not enter into the problem of going value at all. The funda- 
mental calculation is concerned only with sacrifice and return, 
so that depreciation clearly is not a factor. But it must be con- 
sidered in the physical appraisal. By definition or extensive 
court sanction, this appraisal valuation consists of the cost of 
reproduction new of the property less accrued depreciation for 
wear and tear and obsolescence. The accrued depreciation 
subtracted from the cost new has, of course, no connection with 
any depreciation reserve established on the books of the com- 
pany or any depreciation charges included in past operating 
expenses. When the physical appraisal with allowance for 
accrued depreciation has been made, then, as already explained, 
if the valuation is less than the total investor's sacrifice, the dif- 
ference should be added as going value. Depreciation appears 
therefore only indirectly in the consideration of going value — 
through the appraisal and not through the primary calculation 
of deficiency in return. 
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The language of the court clearly implies that the funda- 
mentally just and proper basis of valuation is the actual sacrifice 
incurred by investors for the benefit of the public service. But, 
because of firmly established precedents, the court was practi- 
cally compelled to follow the appraisal method of valuation. 
In so far, however, as this method is modified by the decision, 
it apparently works entirely to the advantage of the company. 
The actual sacrifice seems to be a fixed minimum valuation in 
any case. If the appraisal gives a result greater than that 
amount, then the appraisal stands unchanged ; but if less, then 
the difference is added as going value, so that the official valua- 
tion is never less but may be much greater than the actual sac- 
rifice. Since in the majority of cases, however, the physical 
appraisal will probably give a figure considerably greater than 
the actual sacrifice, it seems that the allowance for going value 
in the comparatively few cases where the actual sacrifice is 
greater than the physical appraisal, is a somewhat excessive 
labor for justice. As a matter of fact, the actual-sacrifice basis 
of valuation appeals strictly to one's sense of justice. If, when 
a physical appraisal shows a lower valuation, an addition is made 
equal to the difference, why, logically and justly, should not a 
deduction be made equal to the difference when the appraisal is 
greater? Why provide only for additions and not for subtrac- 
tions ? Does justice work only the one way ? 

In view of the above considerations, it may be well to suggest 
that the necessary existence of going value should not be as- 
sumed in a case. Its existence and the amount should be fairly 
proven by the company, or it should be denied altogether. To 
be sure, the court places the duty upon the Commission to de- 
termine the going value according to the best evidence available, 
and not to consider it vaguely or to brush it aside without con- 
sideration. But suppose there is no evidence, or that the evi- 
dence submitted shows nothing, then should going value still be 
allowed ? Shall we assume deficiency in return in the absence 
of facts to the contrary? Is evidence that $30 a meter is 
usually a fair allowance for building up the business worth any- 
thing in establishing deficiency in return in a case? The deter- 
mination, it seems, should rest upon specific facts and not on 
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general rules. If the facts are not available, shall an utterly 
arbitrary allowance be made ? To be sure, the Commission 
should not ignore evidence of going value or attach insignifi- 
cant importance to it, but if the evidence that is offered fails to 
indicate deficiency in return, or has no connection with it, and 
if no clear evidence can be obtained, then what shall be done ? 
Considering that, in the majority of cases, the physical appraisal 
more than satisfies the fundamental principles of justice set 
forth by the court, it seems that going value should not be 
allowed unless it is clearly shown to exist. 

To establish going value fairly definitely even in the ordinary 
case is a difficult matter. Usually the accounting records are 
incomplete, so that the necessary facts of direct investment and 
return cannot be satisfactorily established. Rough approxima- 
tions must be made even under the most favorable circum- 
stances. But in the case of a large company, operating directly 
a number of more or less distinct properties and controlling 
through stock ownership groups of other companies, the prob- 
lem of determining going value becomes an exceedingly diffi- 
cult one. How are the securities outstanding to be apportioned 
so as to show the direct investment in a particular property? 
And how is the money paid out in dividends and interest to be 
divided between the different properties? Any apportionment 
of investment or return will be arbitrary. 

Securities are not tagged according to the use of the proceeds 
for particular investment purposes, and the money paid out to 
the investors cannot well be traced as coming from particular 
sources of income. The calculation can be made only roughly. 
Of course the basis of determining the annual investment may 
be shifted from the money put into the property through the 
issue of securities to the fixed property as shown by the books 
of the company. If we assume ideal bookkeeping and ideal 
financial management, this would undoubtedly be the most de- 
sirable basis, and then the deficiency in return could be calcu- 
lated according to net earnings from operation. The difficulty 
with this procedure, however, is that the fixed property accounts 
usually have not been kept in an ideal manner. Apart from 
incomplete records, the book figures may show greatly inflated 
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original costs, so that the results based upon them are not trust- 
worthy. No general procedure can very well be prescribed in 
complicated cases. The facts must be considered separately 
for each case according as they may be determined. But the 
primary object must always be to set forth the actual investment 
year by year together with the return realized by investors and 
to calculate going value accordingly. To do this, rather rough 
approximations must sometimes be made in a case. 

It should be observed that if we take for direct investment 
the property as shown by the accounts of the company, instead 
of the money put into the business through the issue of securi- 
ties as assumed in this paper, then the calculation showing 
deficiency in return should be based on net earnings and not 
on the money actually taken out of the business by the investors 
as interest and dividends. In such a case past records of 
balance-sheet and income-account items should be fairly com- 
plete. If net earnings be used, then, unless purely arbitrary 
charges are made to inflate the property accounts, it will make 
no difference for the purpose of the calculation whether the 
proper distinction between charges to property and charges to 
income is maintained or not. If a given outlay, which should 
go to operating expenses, is wrongly charged to property ac- 
count, then clearly the direct investment in our calculation will 
be overstated, while the deficiency in return will be under- 
stated, but the net investment will remain unchanged. The 
same is true the other way about. But, if the money taken 
out of the business is taken as return to investors, then an im- 
proper charge to property overstates the direct investment and 
does not diminish the deficiency in return, so that the investors 
clearly gain through the error; or they lose if an improper 
charge is made to income which should have gone to property. 

Considering the difficulties and uncertainties involved, one is 
tempted to raise the question whether justice really demands 
the allowance of going value in a rate case? In the past, we 
must remember, each company for the most part charged such 
rates as the business would warrant, without reference to oper- 
ating costs or investment. It made all the profits that it could. 
If now, therefore, when more active regulation is imposed, the 
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existing property used in the service is valued according to 
current methods of appraisal, reasonable justice would seem to 
be amply regarded. Perhaps in the majority of cases the past 
is an uncertain matter. If then we were to forget the past, and 
were to place a valuation upon existing property either at cost 
of reproduction or, as nearly as may be determined, at actual 
cost, with reasonable allowance for accrued depreciation, what 
grave injustice would be brought upon the corporations? In 
determining social policy, should we not regard questions of 
justice from a broad standpoint ? If a valuation policy in gen- 
eral brings substantial justice to investors, what more may be 
desired? Certainly if refinements are attempted, requiring 
additions to a physical appraisal on account of deficiencies in 
return, deductions should be made for excessive returns. In 
some cases such deductions would wipe out all investment and 
leave a net liability to the public. But if it appears unwise to 
provide for deductions as well as for additions, why require any 
modifications of a physical appraisal? 

John Bauer. 

Cornell University. 



